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Economic Growth and Tax Relief Reconciliation Act of 2001

On June 7, 2001, the President signed into law the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA). In addition to reducing personal income tax rates, EGTRRA contains a number of significant changes affecting qualified retirement plans and Individual Retirement Accounts (IRAs). These changes are in addition to those currently being made as a result of the four pension laws enacted within the last seven (7) years.

The following briefly highlights some of the relevant retirement plan provisions of the new law.

Enhanced Plan Contributions/Benefits for Plan Years Beginning in 2002
· The maximum total annual contribution per individual made to defined contribution plans (including 401(k), profit-sharing, stock bonus, money purchase, target benefit and Simplified Employee Pension (SEP) plans) will be increased to the lesser of $40,000 or 100% of compensation (up from the lesser of $35,000 or 25% of compensation). This limit will be adjusted annually for inflation in $1,000 increments, rather than the current law's $5,000 increment. 

· The maximum amount of compensation which can be taken into account under a plan increases from $170,000 to $200,000. This limit will be adjusted annually for inflation in $1,000 increments, rather than the current law's $5,000 increment 

· The maximum dollar amount (elective salary deferral) that an individual may contribute annually to 401(k) and 403(b) plans will be increased. The same increase will also apply to Section 457 plans (established for employees of governmental or tax-exempt organizations). In addition, for individuals who have attained age 50 or older before the close of a tax year, the new law permits additional "catch-up" elective salary deferral contributions. The new maximum contributions can be summarized as follows: 

	Tax Year
	Maximum
Elective Deferral
	Individuals
Age 50 or Older

	2002
	$11,000
	$12,000

	2003
	$12,000
	$14,000

	2004
	$13,000
	$16,000

	2005
	$14,000
	$18,000

	2006
	$15,000
	$20,000


· After 2006, the limit will be adjusted annually for inflation in $500 increments.

· The additional amount of catch-up contributions available to individuals age 50 and over is not to be counted in the Average Deferral Percentage (ADP) non-discrimination test.
· The new law mandates faster vesting requirements for employer matching contributions made to 401(k) plans. Vesting must be at least as rapid as either of the following schedules: 

1. 3-Year Cliff: participants become fully vested in employer matching contributions after completion of (3) three years of service. 

2. 6-Year Graded: participants become 20% vested after two years of service; increasing 20% per year thereafter; with 100% vesting after completion of six (6) years of service. 

Offsetting, to some extent, the accelerated vesting requirements, employer matching contributions may now be taken into account for purposes of satisfying the minimum contributions required under the top heavy rules.
· The maximum tax deduction for profit sharing plans (including 401(k) and stock bonus plans) increases from 15% to 25% of eligible covered payroll. In addition, employee 401(k) contributions no longer count in applying this tax deductible limit, nor do they reduce the amount of payroll for purposes of calculating the 25% of payroll deduction limit. 

· For plan years beginning on or after January 2, 2001, the maximum annual defined benefit dollar limit per individual will increase from $140,000 to $160,000 (but not to exceed an individual's highest three consecutive years' average compensation). The dollar limit will only be actuarially reduced for benefits commencing before age 62, rather than at the individual's Social Security retirement age. This dollar limit will be actuarially increased for benefits beginning after age 65, rather than at the Social Security retirement age. A comparison of the maximum benefit under the new law compared to the old law for selected retirement ages is as follows: 

These changes will dramatically increase the maximum tax deductions available to employers sponsoring 401(k) plans and profit sharing plans.
	
	Maximum Annual Pension Benefit for 2002

	Normal
Retirement
Age
	New Law
	Old Law

	
	(All Employees)
	Employee Year of Birth

	
	
	pre-1938
	1938-1954
	post- 1954

	55
	$98,699
	$69,089
	$64,771
	$60,453

	62
	$160,000
	$112,000
	$105,000
	$98,000

	63
	$160,000 
	$121,333
	$112,000
	$105,000

	64
	$160,000
	$130,667
	$121,333
	$112,000

	65
	$160,000
	$140,000
	$130,667
	$121,333

	70
	$237,651
	$207,945
	$192,580
	$178,142


The new maximum annual pension benefit will significantly increase the maximum tax-deductible contribution allowable to a defined benefit plan. This increase, in combination with the previously eliminated "combined plan limit," provides a significant planning opportunity for closely held companies.

Additional Changes Affecting Qualified Plans Effective in 2002
· Owner-employees in a sole proprietorship, partnership or sub-chapter S-corporation may obtain a loan from a qualified plan, effective for new loans made in plan years beginning after December 31, 2001. 

· The IRS is directed to amend its 401(k) regulations to reduce the one-year suspension of contribution requirement to only six months for individuals taking a 401(k) hardship distribution. 

· The "Multiple Use Test" applicable to 401(k) plans with matching contributions has been repealed. Employers who have a matching contribution feature in their 401(k) plans should find compliance with nondiscrimination requirements much easier for plan years beginning after 2001. 

· A tax credit of 50% of the first $1,000 is provided to employers with 100 or fewer employees for start-up costs, such as administrative and retirement education expenses, incurred in connection with the establishment of their first qualified retirement plan. 

· To encourage low-income individuals to contribute more to retirement plans, the new law creates a tax credit for such individuals of up to 50% of the first $2,000 of contributions made to qualified plans, 403(b) plans, 457 plans and any type of IRA. This credit is non-refundable, i.e., no tax refund can be created by such credit. This credit is in addition to any other favorable tax treatment that the individual is entitled to with respect to such contributions. To be eligible for the full 50% credit, a married couple filing jointly must earn less than $50,000. Lower threshold amounts apply in other situations. 

More Liberal Rules for Top Heavy Plans
· Effective for plan years beginning after December 31, 2001, the new law liberalizes the top heavy rules in several respects: 

a. Employer matching contributions may be taken into account for purposes of satisfying the minimum contributions required under the top heavy rules. 

b. A plan which satisfies the design-based safe harbor rules under Sections 401(k)(12) or 401(m)(11) will be deemed to be non-top heavy. 

c. The add-back of distributions made to Key Employees within the previous five years will be shortened to a one year look-back, except for in-service distributions to Key Employees taken within the five years. 

d. "Frozen" defined benefit plans will not be required to provide top heavy minimum benefits to non-Key Employees. 

e. A new definition of "Key Employee," repeals the four-year look-back rule for determining key employee status. An employee is considered to be a Key Employee if, during the preceding year, the employee was: 

1. an officer with compensation in excess of $130,000, rather than $70,000 (adjusted for inflation in $5,000 increments), 

2. a one percent owner with compensation in excess of $150,000, or 

3. (3) a five percent owner. 

Note that the new law does not modify the applicability of the family attribution rules in determining whether an individual is considered to be a one or five percent owner for top heavy purposes.

Same Desk Rule Modified
These changes will reduce the number of top heavy plans and lessen the burden of providing top heavy minimum contributions/benefits under such plans.
The "same-desk rule" that sometimes prevented employees who were transferred in a corporate sale from receiving a distribution from their old employer's 401(k) plan has been changed. Under the new standard, such a distribution will be allowable if the seller is no longer receiving services from such transferred employees, and the buyer is not maintaining the seller's plan with respect to such transferred employees. This change is effective for distributions made after December 31, 2001.

Enhanced Rollover Provisions
· Prior to the new law, eligible rollover distributions from employers' qualified retirement plans were only allowed to be rolled over to traditional IRAs or to other qualified retirement plans. For distributions made after December 31, 2001, rollovers of eligible distributions may be made to Section 403(b) and Section 457 plans as well. 

· Prior to the new law, IRA distributions could be rolled over into qualified plans only if the IRA funds were attributable solely to assets that had been rolled over from a qualified plan. For distributions after December 31, 2001, all IRAs qualify for rollover tax treatment, and rollovers may be made to Section 403(b) and Section 457 plans as well. 

· Effective for distributions commencing after December 31, 2001, the new law permits the rollover of voluntary after-tax contributions from a qualified plan to another defined contribution qualified plan or a traditional IRA. Plan-to-plan rollovers of after-tax amounts must be direct rollovers. Also, plans that accept after-tax rollovers must separately account for such contributions. 

· Voluntary after-tax contributions in an IRA (as opposed to in a qualified plan) are not permitted to be rolled over to any other type of plan. They may only be rolled over to another IRA. 

· For distributions after December 31, 2001, a surviving spouse may roll over a death benefit distribution to a qualified defined contribution plan, Section 403(b) plan, or Section 457 plan in which the surviving spouse participates. 

· For non-direct rollovers, the new law permits the IRS to waive the 60-day rollover requirement in cases of casualty, disaster or other events beyond the reasonable control of the individual. This provision will apply for distributions made after December 31, 2001. 

· For distributions after December 31, 2001, with respect to the involuntary cash-out rules, a plan may disregard rollover contributions (and allocable earnings) when determining whether a participant's non-forfeitable benefit does not exceed $5,000. 

· Involuntary cash-out distributions which exceed $1,000 will have to be automatically rolled over to an IRA set up by the plan administrator unless the participant affirmatively elects to receive the distribution amount in cash or have the distribution amount rolled over to another qualified plan or IRA. This default rollover rule does not take effect until the Department of Labor issues regulations which prescribe safe harbor standards with respect to investments in the default IRA. 

This provision may require additional administrative oversight and may require plan administrators to contact former plan participants who may be affected.
Individual Retirement Accounts (IRAs)
· The maximum dollar amount an individual may contribute annually to a traditional or a Roth IRA (currently $2,000) has been increased. In addition, for individuals who have attained age 50 or older before the close of a tax year, the new law permits additional "catch-up" IRA contributions. The maximum IRA contribution can be summarized as follows: 

	Tax Year(s)
	Maximum
IRA Contribution
	Individuals
Age 50 or older

	2002 - 2004
	$3,000
	$3,500

	2005
	$4,000
	$4,500

	2006 - 2007
	$4,000
	$5,000

	2008 and later
	$5,000
	$6,000


After 2008, the limit will be adjusted annually for inflation in $500 increments.
· Effective in 2002, the new law also increases the maximum dollar amount an individual may contribute annually to an Education IRA from $500 to $2,000 per year. In addition, tax-free withdrawals from Education IRAs may be used for elementary and secondary education expenses, as well as for college education expenses. 

IRA Accounts Under Qualified Plans
· Starting in 2003, qualified retirement plans, Section 403(b) plans and Section 457 plans may offer plan participants the option to make contributions (or elective salary deferrals) to a "deemed-IRA" account under the plan without such contributions being subjected to the reporting and disclosure, participation, vesting, funding and enforcement requirements usually applied to such plans. This new feature will make it more convenient for employees to save for retirement with a traditional or Roth IRA. This restores a feature previously available from 1982 - 1986, then called "qualified voluntary employee contributions." 

· Beginning in 2006, plans will be permitted to provide "qualified Roth contribution programs" which will enable participants to elect to have all or part of their elective salary deferral contributions treated as after-tax Roth contributions. Similar to Roth IRAs, these elective contributions will be included as taxable income to the participant. Also, these elective contributions will be subject to the maximum annual dollar amount requirement (e.g., $15,000 in 2006) for elective contributions, reduced by the elective deferral contribution participants do not designate as Roth contributions (i.e., their salary deferral elections). By establishing this new option, employers will enable participants in such plans to make larger annual Roth contributions than they would be able to make to Roth IRAs. 

